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STATEMENT OF THE AUDITING STANDARDS EXECUTIVE COMMITTEE
BEFORE THE SECURITIES AND EXCHANGE COMMISSION

Request for Commission Action
The time for first applications of the new
Instruction H, Item (f), Form 10-Q requirement is
close at hand. As stated in our letter of
February 4, 1976, we believe there is insufficient
guidance for independent accountants and regis
trants who will be concerned with it. We ask that
the Commission take appropriate action to tempo
rarily suspend enforcement of Instruction H, Item
(f) of Form 10-Q until it can consider a response
to the following request.
We respectfully request that this requirement
be withdrawn for the reasons stated herein. Alter
natively, if the Commission deems that the require
ment will provide a benefit to investors and other
users of financial statements that exceeds the
cost of compliance, we respectfully request that
it be suspended until the appropriate authoritative
body can develop guidance for registrants and
practitioners concerning its application.
The Auditing Standards Executive Committee firmly believes
that CPA firms should not be expected to express an opinion, as
required by Instruction H, Item (f) of Form 10-Q, on whether a new
method of accounting adopted as a change in accounting principle is
preferable because, as stated in Accounting Series Release No. 177,
it represents an "improved method of measuring business operations
in the particular circumstances involved."

We believe that in those situations where criteria have not
been established for selecting and applying a principle when alterna
tive principles are available, the requirement asks individual CPA
firms to render judgments on matters of substantive importance which
duly constituted authoritative bodies such as the APB, FASB and the
SEC itself have been unable to judge even after considerable research
and due deliberation.
The Committee believes that it is improper and
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unwise to forego the due process procedures that the profession
considers essential for orderly development of accounting concepts
and principles. This due process has been thoughtfully constructed
in recent years and carefully incorporated in the operating proce
dures of the FASB, and it would be subverted by insisting that in
dividual CPA's render ad hoc judgments on "preferability."
The following explains our position, expressed on behalf of
the members of the profession in public practice as independent ac
countants, on these points:

1 .

The criterion in ASR 177 — "measurement of busi
ness operations" — lacks the precision necessary
to provide a basis on which consistent judgments
as to preferability can be made. It appears to
presume the existence of general agreement on
the objectives of financial statements and on
the proper measure of business operations which
in fact do not exist.

2.

The rule requires individual CPA firms to act
in a capacity that is properly the role of a
constituted authority that can set accounting
standards.

3.

There is evidence that an efficient capital
market can assimilate information on accounting
changes among "free choices" without biasing
equity security prices. Therefore there is
reasonable doubt that any benefit to investors
may actually emerge as a result of the require
ment .

4.

Existing auditing standards provide sufficient
means of identifying for users of financial
statements unwarranted changes in accounting
principles.

5.

The requirement will be difficult to administer,
and the SEC staff itself will have to arbitrate
proposals for changes which it questions,
thus
filling the role assigned to independent CPA's.

Measuring Business Operations

The proper "measurement of business operations" is an elusive
concept which to date has defied clear and unambiguous definition.
This concept has a semantic geneology that is worth considering in
light of the problems the Auditing Standards Executive Committee
foresees in obtaining compliance with the requirement.
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The exposure draft of Accounting Principles Board Opinion
No. 20 (Accounting Changes) expressed a standard that the presumption
that an enterprise should not change accounting principles could be
overcome only if management could justify the new method on the basis
that it provided "more useful information.” This exposure drew heavy
criticism, and rightly so, pointing out that very little was settled
about "useful” accounting information, thus the criterion of "more
useful” was even more difficult to grasp.
The objections received upon exposure of APB 20 were
thought to have been laid to rest by adoption of the standard of
"preferable” in lieu of "more useful.” Accounting Series Release
No. 177, however, enunciates a standard that is similar to ’’more
useful” — that the new method represents an "improved method of
measuring business operations in the particular circumstances involved.”
We believe that this phrase is synonymous with "more useful informa
tion, ” for how can methods of measuring business operations be consid
ered ’’improvements” if not by the ultimate standard of usefulness to
the investing public? In our opinion, the SEC has resurrected a
concept which was specifically rejected by both the respondents to
the exposure draft of APB 20 and the Accounting Principles Board.
APB 20 provides exclusions from the definition of ’’change
in accounting principle” for situations involving changed substance
of events and transactions, changes in accounting estimates, error
corrections and certain initial public offerings. When these exclu
sionary conditions exist the preferability justification of APB 20.16
does not apply, and we presume that these definitions carry over into
ASR 177. In essence the exclusionary provisions themselves are prima
facie conditions for using an accounting method different from one
used previously.

The Board, in paragraphs 15 and 16 of Opinion No. 20,
enunciated the presumption that an entity should not change its ac
counting principles, and this presumption may be overcome only if
the enterprise justifies use of an alternative acceptable accounting
principles on the basis that it is preferable. The unwritten under
lying condition is the existence of two or more accounting principles
that are equally acceptable alternatives.
The initial adoption of one
of them does not require a Justification of the preferability of the
method (indeed, no decision as to preferability need be made upon
initial adoption), nor is it an expression of the inferiority of the
method not selected. Essentially, there is "free choice” at the time
of initial adoption; but the principle adopted must be appropriate in
the circumstances and reflect the substance of transactions.

As a result, the only situations where paragraph 16 of
APB 20 is applicable are those:
(1) that involved "free choice”
alternative accounting principles at initial adoption, (2) that are
not affected by new events and transactions, and (3) that do not
involve information that reveals a need to change an estimate or
correct an error. Since the alternative accounting principles are
equally acceptable, there is no way to show that one is an improved
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accounted for. The only way for management of an entity to show
preferability is by reference to other factors in their justification
for a change in accounting principle. The auditors must evaluate the
reasonableness of management’s justification while recognizing that
reasonable justification can be presented for any of two or more such
alternatives.

The CPA’s Dilemma
The individual CPA firm’s dilemma regarding the present
requirement is that it requires the firm to perform on a case-by-case
basis a task that the APB, FASB and SEC have been unable to complete.
No authoritative body has been able to decide upon the nature and
content of optimally useful accounting information. The requirement,
however, forces individual CPA firms to do so and then to determine
whether a proposed change in accounting principle moves the enter
prise’s accounting nearer to or further from the optimum.

Nothing can be gained by requiring an individual CPA firm
to make judgments that can be different from those reached by other
firms in the same or similar circumstances. Users can only benefit
from the development of uniform standards that will result in similar
and consistent judgments by all CPA’s in similar circumstances.

Information for Investors
There exists a substantial body of thought that supports
the notion that capital markets operate efficiently in analyzing
publicly available information and by reflecting it quickly in an
unbiased manner in equity securities prices. Under the theory, the
market pricing mechanism is able to "see through the numbers,” and
evaluate the investment values in securities of companies that report
financial results on noncomparable accounting methods.
Furthermore, some empirical research has shown that when
certain changes in accounting principle were enacted by companies,
there was no biased effect on the price of their securities. The
preliminary evidence available to date indicates that accounting
changes that do not reflect changed economic circumstances, new
estimates of error corrections have no biasing impact on trading
prices. We may infer that the difficult proof of preferability among
those alternative principles in the "free choice" areas is not nec
essary so long as markets are efficient in this manner.
Furthermore, generally accepted accounting principles require
full disclosure respecting changes in accounting principle. There is
evidence that market makers are fully capable of assimilating
disclosures of free choice accounting changes without relying on
CPA’s to serve as screening mechanisms in the fine-tuned sense sug
gested by the preferability criterion expressed in ASR 177. On the
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basis of such evidence the independent accountant's opinion on prefer
ability would appear to be information of little or no substantive
value to analysts.
Professor William H. Beaver, respected scholar and current
member of the SEC Advisory Committee on Corporate Disclosure, who is
a leading authority on the subject of accounting information and
efficient markets theory, commented thusly with regard to determining
whether disclosure of an item of information ought to be required:
"If there are no additional costs of disclosure
to the firm (registrant), there is prima facie
evidence that the item in question ought to be
disclosed."

When a management proposes to adopt a change and has already
incurred the cost of preparing the necessary justification and the
required disclosures, there are no additional costs to the registrant.
However, there may well be significant costs affecting CPAs in two
respects if the requirement is allowed to stand:
(1) Interfirm
conflict over "preferred principles" will cause various firms to
become known and characterized by their positions, and this in turn
may cause schisms in the profession and encourage management selection
of auditors on a basis that ought to be avoided in the absence of any
stated benefit or need, and (2) Intrafirm organization for monitoring
uniformity in decisions with respect to accounting changes will be
costly.
Existing Principles and Standards
Auditing standards exist to guide the independent accountant
in reporting on changes in accounting principles. While we recognize
the SEC requirement was written for interim statement filings, we
maintain that the standards applicable to audited financial statements
should be more stringent than those for quarterly statements that have
not been audited and consequently, reference to the stricter standards
for guidance will be appropriate. Existing standards provide the
following:

1.

Accounting principles selected and applied by
management should have general acceptance and
should be appropriate in the circumstances.
The auditor's opinion on the financial state
ments is based, in part, on satisfaction that
those conditions have been met by management.
(SAS 5.4)

2.

When management adopts a change in accounting
principle, an auditor is obligated to obtain
satisfaction that the new principle is a gener
ally accepted one, that the method of accounting
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for the effect of the change is in accordance
with generally accepted accounting principles
and, importantly, that management ’s justification
for the change- is reasonable.
(SAS No. 1, 546.04)
(We may add that since management must make a
justification case with reference to the method
being a "preferable” one, according to APB 20.16,
the auditor’s evaluation of the reasonableness
of the justification cannot be made absent con
siderations of "preferability” if criteria have
been established.)

3.

Furthermore, generally accepted auditing standards
require an opinion, qualified by an exception to
the conformity with generally accepted accounting
principles and consistency of their application
when management's change has been made without
reasonable justification.
(SAS No. 1, 546.06.)

Consequently, CPA’s are guided by existing accounting prin
ciples and auditing standards to determine that an enterprise’s
financial statements properly reflect the underlying events and trans
actions and, further, are obligated by those existing standards to
exercise a measure of control over an enterprise’s making unwarranted
changes in accounting principles. We reaffirm our belief that these
professional standards are adequate, and we do not believe that
imposition of the requirement is justified.
The Difficulty of Administering the Requirement
We are concerned about the manner in which the staff of the
Commission will be required to administer this requirement if it
remains in effect. We believe the staff will ultimately be forced to
establish criteria that relate to the preferability of accounting
changes to assure uniform application of the requirement. Because of
existing vagueness in Accounting Series Release 177 and the related
staff interpretation, we believe experience teaches that many regis
trants will seek pre-filing conferences concerning a proposed ac
counting change to limit the possibility of embarrassment or other
adverse effects that could result if the proposed change were not
ultimately deemed to be preferable.
These types of pre-filing con
ferences are particularly likely when a registrant justifies the
adoption of a "free choice” alternative accounting principle that is
different from the one that its CPA has stated is preferable in similar
circumstances.
SAB 6 indicates that in such cases the registrants
and the accountants ”may expect the staff to request that it be
furnished with the details supporting the acceptance of apparently
inconsistent positions by the accounting firm."
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How will the members of the staff make their determinations
in cases of this type? Would the determination depend on an
individual staff member's personal judgment? We feel the Commission
would insist on an even handed administration of this requirement and
that the staff will be required to develop necessary criteria for this
purpose. In the final analysis the staff and ultimately the Commission
itself will be confronted with dilemma in making the same judgments
that are being thrust on CPA's by this new requirement.
We doubt, however, that the Commission intended to involve
the staff in the actual determination of the preferable accounting
principle in the areas where there are "free choice” alternatives
that are equally acceptable under generally accepted accounting prin
ciples. The history with the establishment of pooling criteria prior
to the adoption of APB No. 16 (Business Combinations) should be ample
to demonstrate the wisdom of allowing the appropriate authorities in
the private sector to resolve issues concerning the applicability of
accounting principles.
We appreciate the opportunity to submit this statement.

Very truly yours,

Kenneth P. Johnson, Chairman
Auditing Standards Executive
Committee

April 23, 1976

